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Public Sector Deficits and Private Investment:
A Test of the Crowding-out Hypothesis in

Pakistan's Manufacturing Industry

ROBERT E. LOONEY

The purpose of the analysis below is to assess whether this public sector crowding
out of investment in manufacturing has been a major factor affecting the pattern of
private capital formation in that sector. The results of modified Granger Causality test
suggest that expanded public investment in infrastructure has not played an important
role in stimulating private investment in industry. If anything, it appears that private
investment has stimulated a follow-on expansion in infrastructure. Instead of crowding
in (i.e .. a positive feedbnck effect) additional private investment. infrastructure invest­
ment appears to have led to larger deficits and domestic borrowing. In tum. these finan­
cial developments have dampened the flows of private capital into the important
large-scnle manufacturing sector.

On the other hand. financial crowding-out of private investment in large-scale
manufacturing is a distinct possibility; but it may not be a simple. straight-forward
process. The results obtained also suggest that private investment in large-scale manu­
facturing has suffered from real crowding-out associated with the government's non­
infrastructural investment programme. Finally, it should be noted that neither financial
nor real crowding-out seems to occur in other areas of private investment. Clearly,
further research should be undertaken to determine why the large-scale manufacturing
sector is unique in this regard. .

I. INTRODUCTION

An important aspect of Pakistan's post-1988 stabilisation programmes has
been the attention given to supply-side policies. The privatisation programme and
the additional steps taken to liberalise domestic economical activities are key
elements in the authorities' strategy to enhance the supply side of the economy.
Expanded privatisation is accompanied by the opening of new activities (such as
utilities assurance) to the private sector, further simplification of the investment
regime, and removal of the remaining price distortions.

In addition, the authorities hoped that private investors would respond along

Robert E. Looney is Professor of National Security Affairs. Naval Postgraduate School.
Monterey. California. USA.

Author's Nott: The author is thankful to an an~nyrnous referee of this journal for valuable
comments on the earlier drafts. The author alone is responsible for any errors or omissions.



278 RoberT E. Looney

the lines originally suggested by Hirschman (1958), taking advantage of the cost­
reducing effects of infrastructure. Through this mechanism, public investment was
to assume a leading role in financing expanded capital formation in productive
investment, specially manufacturing.

However, the patterns of public and private investment have been rather para­
doxical. That is, contrary to the development model led by 'unbalanced infrastruc­
ture' [Looney and Frederiksen (1981)] as postulated by Hirschman, several recent
studies have found that public investment has played a rather passive role in stimu­
lating follow-on private investment [Looney (1992, 1992a, 1994); Looney and
Winterford (1992)]. Specifically, public facilities appear to have largely expanded in
response to the needs created by expanded private investment in manufacturing,
rather than strongly initiating the capital formation process.

Clearly, if the economy is to sustain high rates of overall growth in the
future, the government must find ways of encouraging the private sector to play a
more active role. Does this mean a shift away from infrastructure and towards other
programmes which are more effective in encouraging private investment? Has the
failure of infrastructure-led growth been due to a general unwillingness of the
private sector to invest (despite the incentives created by infrastructure)? Or, has the
expanded infrastructure investment created an offsetting set of factors associated
with 'crowding out' or preemption of investment funds (or driving up borrowing
rates), thus discouraging private investment?

The purpose of the analysis below is to assess whether this public sector
crowding-out of investment in manufacturing has been a major factor affecting the
pattern of private capital formation in th~t sector. Has crowding-out occurred? If so,
was the crowding-out financial or real? Was crowding-out associated with public
sector fiscal deficits or with the manner in which these deficits were financed? Based
on the answers to these questions, several implications are drawn for the purposes of
a macro-economic policy.

II. METHODOLOGY

The issue of crowding-out has been discussed at length in the literature. As
Blejer and Khan (1985) note, one could argue with some justification that crowding­
out may be a relatively common phenomenon in the developing world. While casu­
al observation of the experiences of most developing countries would support this
view, the mechanism or mechanisms through which such crowding-out occurs, if it
does, are still being debated and there is no unanimity of views [Gupta (1992)].

Previous Studies

If budgetary deficits cause a displacement of private investment, a link should








































